EMPLOYER STATUS DETERMINATION
Livingston Rebuild Center, Inc.

This is the determnation of the Railroad Retirenent Board
concerning the status of Livingston Rebuild Center, Inc. (LRC) as
an enpl oyer under the Railroad Retirenent Act (45 U S.C. 8231 et
seq.) (RRA) and the Railroad Unenpl oynent |nsurance Act (45 U. S. C
8351 et seq.) (RUA). 1n 1992, the United States Court of Appeals
for the Seventh Crcuit upheld the Board's determ nation that LRC
has been an enpl oyer under the Acts, with service creditable from
June 1, 1988 (Livingston Rebuild Center, 1Inc. v. Railroad
Retirenent Board, 970 F.2d 295 (7th Cr. 1992)). The Court found
that LRC s business of rebuilding and repairing railroad cars
constituted service in connection wth railroad transportation

Because LRC was under common control with a rail carrier enployer,
Montana Rail Link, Inc. (MRL) (BA No.3658), it fell within the
definition of enployer under both the RRA and the RU A (45 U S. C
88231(a)(1)(ii) and 351(a)). LRC has now changed its ownership, as
described in nore detail below, and has requested the Board to
issue a determnation that its enployer status term nated upon the
closing of the sale of a majority interest in the conpany.

Background Information and Sale?

LRC was forned in 1988 by Dennis Washington and a group of
i nvestors who purchased the fornmer Burlington Northern Railroad
shop facility in Livingston, Montana. M. Washington owned
approxi mately 80 percent of the stock of LRC, and the renaining 20
percent was held by 29 other investors. M. Washi ngton and the
other LRC investors are also the owners of MRL.?2 M. Wshington
has been the Chairman of the Board of both LRC and MRL, and both
conpani es have had two directors in common, Dorn Parkinson and M It
Dat sopoul os. LRC has at no time during the prior proceedings
before the Board or before the United States Court of Appeals for
the Seventh Circuit disputed the finding that M. Wshington
controlled both MRL and LRC.

LRC s directors and officers concluded that LRC could not conpete

Unl ess otherwi se noted, this information is taken from
LRC s Petition for expedited determnnation of its enpl oyer status
filed in February 1993. The terns of the sale on May 17, 1993
remai ned essentially the sane as they were described by LRC in
t he docunents submtted in February 1993.

2Mr. Washington and the 29 investors in MRL owned identi cal
percent ages of the stock of LRC as they own of MRL stock. Thus,
M. Washi ngton owns approxi mately 80 percent of MRL
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in the equi pnment repair business with a | abor cost structure that
was hi gher by sone $3 to $4 an hour per enployee than that of other
shops that bid for the same work. They indicated that the choices
whi ch the conpany faced were to shut down operations or to
restructure LRCin a way so as to termnate its coverage under the
RRA and the RU A The Board of Directors, at the urging of | ocal
and state officials, worked to identify a purchaser for the conpany
that would be unaffiliated with any railroad carrier. LRC stated
inits Petition that many of its |ikely prospective buyers, i.e.,
its existing conpetitors, were facing financial difficulties and
were not in a position to acquire the conpany. Oher prospective
buyers declined to pursue the opportunity due to the renote
location of LRC in Livingston, Montana. LRC stated in its Petition
that although it entered into negotiations wth potential buyers of
the whole conpany, none of those negotiations was fruitful.
Accordingly, LRC determ ned that "the only prospect for continued
operation of the conpany” would be to sell a controlling interest
in it to an entrepreneur with experience in equipnent rebuilding
and with ties to the |ocal area.

LRC reached an agreenent with Randol ph V. Peterson, a M ssoul a,
Mont ana- based entrepreneur with extensive experience in managi ng
equi pnment sales and repair operations. Under that agreenent, on
May 17, 1993, the shareholders of LRC sold 55 percent of their
shares of LRC on a prorata basis to M. Peterson. M. Peterson is
the brother of the wfe of Dennis Wshington, but has no
prof essi onal or business relationship with M. Wshington or any of
t he conpanies controlled by M. Washi ngton.

The transfer of a controlling interest to M. Peterson was preceded
by an anmendnent to LRC s Articles of Incorporation in order to
recapitalize LRC s single class of 100 shares of common stock into
two classes, Cass A and Cass B. The Cass A and O ass B shares
are identical in all respects, except that the holders of the C ass
A shares have the right, by vote of a majority of the Class A
shares, to elect two of LRC s directors and al so have the right to
renove and replace such directors, while the Cass B shares have
the right, by vote of a majority of the Class B shareholders, to
el ect, renmove and replace one director on the LRC board. The
sharehol ders delivered their 100 shares of "old" comon stock to
LRC i n exchange for 55 shares of "new' C ass A commobn stock and 45
shares of "new' Cl ass B common stock

The sharehol ders, including M. Washington, entered into a Purchase
Agreenment with M. Peterson pursuant to which the sharehol ders sold
the 55 shares of dass A common stock of LRCto M. Peterson. The
sharehol ders retained the 45 shares of O ass B common stock. Thus,
followng the sale, M. Peterson now owns 55 percent of the issued
and out standi ng shares of LRC and wll be able to elect two out of
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LRC s three directors. The forner nmenbers of the LRC Board were to
resign, and M. Peterson was to vote his Cass A shares to el ect
hi nsel f and another person not associated with any Wshi ngton-
affiliated conpanies, as directors of LRC. LRC s Petition stated
that it was anticipated that M. Leroy WI kes would be el ected as
the third director of LRC by the holders of the C ass B shares.

At the closing of the sale, M. Peterson entered into an Enpl oynent
Agreenment wi th LRC under which LRC appointed M. Peterson its Chief
Executive O ficer for a three-year term at an annual salary of
$100, 000 per year, together with the normal benefits provided to
ot her enpl oyees of LRC.

The purchase price for the C ass A shares was $2,090,000. At the
cl osing, pursuant to the Purchase Agreenent, M. Peterson was to
pay $200,000 in cash to the existing sharehol ders as a downpaynent
or inthe alternative was to deliver his down paynent note in that
amount, secured by the sale proceeds of his M ssoula residence.
The remainder of the purchase price was to be paid by M.
Peterson's issuance of a nonrecourse prom ssory note (the "Stock
Purchase Note") in the amount of $1,890,000, which obligation is
secured by the dass A shares. The Stock Purchase Note is payable

as follows: Interest, conputed at Harris Bank of Chicago prine
rate, shall accrue for three years and be added to the principal.
Thereafter, the principal and accrued interest will be anortized

and paid ratably over a five-year period, together with interest at
Harris Bank prime rate.

In addition to purchasing the Cass A shares, M. Peterson also
purchased 55 percent of the approximately $2.99 nmillion of
prom ssory notes issued by LRC to the current shareholders (the
"Conpany Notes"). M. Peterson issued his own note for the Conpany
Notes (the "Debt Purchase Note"). The Debt Purchase Note is
payabl e on demand, but M. Peterson may "pay" any such demand by
returning an equal anmount of Conpany Notes. LRC s Petition stated
that the purchase of Conpany Notes was recommended by its tax
advi sors, who believe that M. Peterson should own 55 percent of
LRC s stock and sharehol der debt in order to maintain LRC s status
as a "Subchapter S" corporation under the Internal Revenue Code.

LRC, the shareholders, and M. Peterson entered into a Sharehol ders
Agreenent providing for the foll ow ng:

(a) A mandatory distribution of cash flowto pay taxes on
the Conpany's profits. Since LRC is a "Subchapter S'
corporation, it does not pay taxes, but its sharehol ders pay
taxes for it. The Sharehol ders Agreenent provides a nmechani sm
to allow the sharehol ders to obtain sufficient cash to pay the
taxes due and owng on LRCs profits. The Sharehol ders
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Agreenment provides that the tax distributions shall be nade
prior to any paynent of LRC s bank debt, sharehol ders' debt,
or other dividends, unless the failure to pay the other anount
wi |l cause a default.

(b) Restrictions on the transferability of LRC s stock,
and in particular, restrictions on the ability of any
sharehol der to revoke LRC s existing "Subchapter S' election.

(c) LRC s Petition stated that because the O ass A shares
are in control of LRC, it is reasonable to expect that any
purchaser will pay a premumfor the acquisition of Cass A
shares. Accordingly, the Sharehol ders Agreenent provides that
in the event that M. Peterson decides to sell his Cass A
shares, he is obligated to include the dass B shareholders in
such sale prorata, so that the C ass B sharehol ders can share
in the prem um purchase price.

(d) The Shareholders Agreenent allows the Cdass B
sharehol ders to negotiate a sale of their entire stockhol di ng
in LRC, either through a sale of Class B shares to M.
Peterson at a designated price, or through a sale of the
entire conpany to a third party at that price.

LRC s Petition stated that the provisions of the Shareholders
Agreenent were deened necessary by the parties in order to maintain
LRC s status as a "Subchapter S' <corporation; to provide a
mechani sm for paying the Federal and State taxes attributable to
LRC s profits; and to provide the Cass B shareholders with a
manner of disposing of their shares (which, in the absence of a
mechani sm such as that in the Shareholders Agreenent, can be
i npossible for the holders of a mnority interest in a close
corporation). LRC s Petition stated that none of those provisions
wll affect the day-to-day operations of LRC or its "overall"”
poli ci es.

LRC s Petition stated that the parties would also anend LRC s
Bylaws to provide that 75 percent, rather than a mgjority, vote
will be required to approve certain specified actions that are not
in general related to the ordinary course of LRC s business. That
amendnent has the effect of giving the dass B sharehol ders, acting
through their elected director, a veto power over certain Board
actions. LRC s Petition stated that the C ass B sharehol ders
requested those protections, which they believe are ordinarily
granted to mnority investors in transactions of the magnitude of
this one. The anendnent to the Bylaws does not give the Cass B
director the power to affirmatively direct any action by LRC

The types of actions which will require the approval of the d ass



B director are as foll ows:

(a) Self-Dealing Transactions. Since M. Peterson wll
be the President of LRC and will also control the LRC Board of
Directors, the Cass B shareholders, acting through their
el ected director, would have the right to scrutinize and
approve any transaction that he enters into with LRC directly
or indirectly, and to approve any changes in his conpensation.

(b) Fundanental Corporate Changes. The C ass B director
will have the right to consent to fundanmental changes in LRC s
corporate structure or its business, such as any anmendnents to
LRC s corporate charter and Byl aws; the sale of substantially
all of its assets; the issuance of new debt or equity
securities; the declaration of dividends; the redenption of
LRC stock and any nergers. Al of those are transactions that
are outside the ordinary course of business for LRC

(c) Large Expenditures and/or Commtnents. "Non-ordinary
course capital" expenditures and borrowi ng, as well as capital
expendi tures and borrowi ng in excess of $250, 000, are subject
to approval by the Class B director. In addition, although
the President and the Board of Directors will ordinarily be
able to establish an annual budget, such budget nust be
approved by the Aass B director if there are "large sw ngs,"
i.e., a 20 percent increase or decrease in projected operating
expenses. The O ass B director would al so have to approve the
Conpany' s adoption of any |ong-term enpl oyee benefit plan or
a law suit settlenment in excess of $100, 000.

(d) Administrative Actions. Under the Bylaws, LRC s
books and records will be audited by a national (i.e., "Big
Si x") accounting firm The Cass B director would have to
approve a change to a local or regional accounting firm
Simlarly, since LRC s insurance coverage wll affect the
i nvest nent of each sharehol der in the event of a catastrophe,
the dass B director will be allowed to approve any change in
i nsur ance. The Cass B director would also be allowed to
approve any changes in the Conpany's environnental procedures,
since there are several instances where a conpany's
environnental liabilities are inposed directly on the
shar ehol der s.

Applicable Law and Regulations
Section 1 of the RRA defines "enployer" to include:

(i) any express conpany, sleeping car conpany, and
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carrier by railroad, subject to subchapter | of chapter 105 of
Title 49 [the Interstate Commerce Act];

(i1) any company which is directly or indirectly owned or
controlled by, or under common control wth, one or nore
enpl oyers as defined in paragraph (i) of this subdivision, and
whi ch operates any equipnent or facility or perforns any
service (except trucking service, casual service, and the
casual operation of equipnent or facilities) in connection
with the transportation of passengers or property by railroad,
or the receipt, delivery, elevation, transfer in transit,
refrigeration or icing, storage, or handling of property
transported by railroad; (45 U.S.C. 8231(a)(1)(i) and (ii)).

Section 1 of the RUA (45 U . S.C. 8351) contains essentially the
sanme definition

The Board's regul ations define "control" as foll ows:

A conpany or person is controlled by one or nore
carriers, whenever there exists in one or nore such
carriers the right or power by any neans, nethod or
circunstance, irrespective of stock ownership to direct,
either directly or indirectly, the policies and business
of such a conpany or person and in any case in which a
carrier is in fact exercising direction of the policies
and busi ness of such a conpany or person. 20 CFR 8202. 4.

Section 202.5 of the Board's regul ations provides that:

A conpany or person is under common control with a
carrier, whenever the control (as the termis used in
8202.4) of such conpany or person is in the sane person,
persons, or conpany as that by which such carrier is
controlled. 20 CFR 8202.5.

The sole issue involved in LRCs Petition is whether the sale
descri bed above divested Dennis Washington of control of LRC so
that it is no longer under common control with a rail carrier
enpl oyer and is thus no | onger a covered enpl oyer under the RRA and
the RUA For the reasons discussed bel ow, the Board determ nes
that upon the closing of the sale as described in detail in LRC s
Petition and as sunmari zed above, LRC ceased to be under comon
control with a rail carrier enployer and ceased to be a covered
enpl oyer under the RRA and the RU A

First, upon closing of the sale, Randol ph Peterson owned a fifty-
five percent interest in LRC Denni s Washington, who did own
approxi mately 80 percent of the stock of LRC and of MRL, now owns
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only 80 percent of the remaining 45 shares, or approximtely, 36
shares of LRC. M. Peterson therefore owns a majority interest in
t he conpany.

In addition to owming the |argest single interest in the conpany,
M. Peterson becane the President of LRC and therefore has the
right to direct the day-to-day operations of the conpany. Further,
since M. Peterson has the right to select two of LRC s three
directors, he also has the right to direct the policies of the
conmpany. M. Washington has no involvenent in LRC, either as a
director or as an officer, and is involved in the conpany only as
an investor.

Nei t her the Sharehol ders Agreenent and amendnent of LRC s Byl aws
which require a 75% vote on certain matters nor the fact that M.
Peterson is M. Washington's brother-in-law indicate that
"control," as defined by the Board's regulations, remains with M.
Washi ngt on.

The provisions of the Sharehol ders Agreenent do not affect the day-
to-day operations of LRC or its overall policies. Rat her, that
Agreenent provides a nechanism for paying the federal and state
taxes attributable to LRC s profits and provides the Cass B
sharehol ders of this closely held corporation with a manner of
di sposing of their shares. The provisions of the Sharehol ders
Agreenent are designed to maintain LRC s status as a "Subchapter S'
corporation and to protect the mnority sharehol ders.

The anmendnent of LRC s Bylaws gives the Cass B sharehol ders
acting through their elected director, the right to consent to (1)
self-dealing by the controlling shareholder; (2) fundanenta
changes in LRC s corporate structure or business; (3) capita
expendi tures and borrow ngs which either are not in the ordinary

course of business or are large, i.e., in excess of $250,000; and
(4) certain admnistrative actions that the conpany m ght take that
m ght inpact on the personal liability of the shareholders. It is

evident fromthe nature of the matters which require a 75% vote
that the anendnent of LRC s Bylaws is intended to protect the C ass
B sharehol ders' renaining investnent of approximately $1.7 mllion.
The amendnent to the Byl aws does not allow M. Washington to direct
either the day-to-day business of LRC or its policies. Rather, M.
Washi ngton and the other Cass B shareholders have a veto with
respect to certain matters outside the ordinary course of LRC s
busi ness or which would fundanental ly change the nature of LRC

Finally, the fact that M. Peterson is the brother of Dennis
Washi ngton's wife does not nmean that M. Wshington retained a
controlling interest in LRC after M. Peterson purchased a 55
percent interest in the conpany. The RRA and the RU A do not
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address the issue of whether, for purposes of determ ning "common
control," the shares of individuals should be aggregated based on
famlial relationships. It would appear, however, that neither
the Internal Revenue Service nor the Interstate Commerce Conm Ssion
woul d aggregate shares based solely upon the existence of an in-|aw
rel ati onship.

Section 318 of the Internal Revenue Code (26 U.S.C. 8318) sets out
rul es concerning the constructive ownership of stock and provides
in part that:

(1) Members of family.

(A) In general. An individual shall be considered as
owni ng the stock owned, directly or indirectly, by or for
(i) his spouse (other than a spouse who is legally
separated fromthe individual under a decree of divorce
or separate maintenance), and

(i1) his children, grandchildren, and parents. (26 U S.C
8318(a)(1)(A)).

Section 318(b) of the Internal Revenue Code |ists eight sections of
the Code to which the rules contained in section 318(a) apply,
i ncludi ng the redenption of stock, net operating |oss carryovers,
and rules relating to foreign corporations. In one of the
situations to which section 318(a) applies, the IRS will consider
that a taxpayer owns stock which is owned by the taxpayer's spouse,
children, grandchildren, and parents. Once there has been an
attribution of ownership to a taxpayer, section 318(a)(5)(B)
expressly prohibits reattribution of the sane stock so as to nmake
anot her taxpayer the constructive owner of the sanme shares (26
U S.C 8318(a)(5)(B)).

Thus, for exanple, applying the rules of section 318 to LRC s
proposed sale, M. Wshington would be considered to be the
constructive owner of stock owned by his wwfe. H's wfe, however,
woul d not be considered to be a constructive owner of stock owned
by her brother, M. Peterson. Further, even if siblings were
included in the list of famly nenbers so that Ms. Washington
could be found to be the constructive owner of stock owned by M.
Pet erson, that sane stock could not then be reattributed to M.
Washi ngt on.

Section 544 of the Internal Revenue Code, which sets forth rules of
constructive ownership for purposes of determning whether a
corporation is a personal holding conpany, provides that an
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i ndi vidual shall be considered as owni ng the stock owned, directly
or indirectly, by or for his famly or by or for his partner. The
term"fam|y" includes the individual's brothers and sisters, but
does not include inlaws. Mreover, section 544(a)(5) contains the
sane type of provision as does section 318(a)(5)(B) so that once
there has been an attribution of ownership to a taxpayer, section
544(a) (5) prohibits reattribution of the sane stock so as to nake
anot her taxpayer the constructive owner of the sanme shares (26
U S.C. 8544(a)(5)).

The Interstate Conmerce Conm ssion (I CC) considers "control" when
it approves transactions involving the control of a common carrier
(49 U. S. C 811343(a)). The Interstate Comrerce Act provides that
"control ":

When referring to a relationship between persons,
i ncludes actual control, legal control, and the power to
exercise control, through or by (A) common directors,
of ficers, stockholders, a voting trust, or a holding or
i nvest nent conpany, or (B) any other neans. 49 U S. C

810102(7).
In 1CC Finance Docket No. 31802 (Sub-No. 1), South Kansas and
Okl ahoma Railroad, Inc. -- Acquisition and Operation Exenption --
The Atchison, Topeka and Santa Fe Railway Conpany -- Petition to

Revoke, served Novenber 27, 1992, the 1CC rejected an argunent that
two railroads, one owned by a brother and sister and the other
owned by their parents, were in fact a single railroad because of
the famly relationship. The ICC wote that:

There is sinply no nerit to Rail Labor's argunent
that a presunption of control arises where a famly
relationship alone exists anong the owners of the
i nvol ved carriers. Accordingly, we wll apply our
traditional indicia of independence test (w thout that
presumption) and consider the evidence of the famly
rel ationshi p existing anong SKO SEK and Watco along with
the evidence of other factors relevant to determning
whether SKO is sufficiently independent for the
transaction to properly cone under section 10901 rather
than section 11343. (I1CC Finance Docket No. 31802 ( Sub-
No. 1), p.4).

The 1 CC described the "indicia of independence test" as a test of
the particular facts involved in a given case.® Thus, the nere

1 ndicia of independence include: whether the new entity
was formed for legitimate and substantial business reasons
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exi stence of a famly relationship would not be a sufficient basis
on which the ICC would base a finding of control. (&
Glbertville Trucking Co. v. United States, 371 U S 115, 83 S. C
217, 9 L.Ed.2d 177, 185 (1962)).

Conclusion

For the reasons discussed above, it is determ ned that upon the
closing of the sale of a 55%interest in LRCto M. Peterson on My
17, 1993, in accordance with the terns discussed in LRC s Petition,
LRC ceased to be under common control with Montana Rail Link, Inc.
and ceased to be an enpl oyer under the RRA and the RU A

den L. Bower

V.M Speaknman, Jr. (D ssent Attached)

Jerone F. Kever
LRC315. npd

unrelated to the | abor issue; whether the new entity has its own
enpl oyees, managenent and equi pnent, publishes its own tariffs
and operates under its own name; and whether it is responsible
for its own financial and contractual obligations.” |CC Finance
Docket No. 31802 (Sub-No. 1), p.3.
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TO: The Board

FROM: Gener al Counsel

SUBJECT: Coverage Determ nation
Li vingston Rebuild Center, Inc.

Attached is a proposed coverage ruling for the Board's
consideration. The attached proposal is unusual because it results
from a request by Livingston Rebuild Center, Inc. (LRC) for what
anounts to an advi sory opi nion.

As you know, the Board's determnation that LRC is an enpl oyer
under the Railroad Retirement Act (RRA) and the Railroad
Unenmpl oynment | nsurance Act (RU A was affirmed last July by the
United States Court of Appeals for the Seventh Grcuit, 970 F.2d
295. LRC s request for a rehearing by the Court was denied, and
its subsequent efforts to obtain relief from Congress were
unsuccessf ul .

LRC now proposes to change its ownership in order to sever its
common control with Montana Rail Link, Inc. (BA No. 3658).

Neither the statutes admnistered by the Board or the Board's
regul ations require the Board to i ssue a coverage decision prior to
the occurrence of events that affect the enployer status of a
conpany. Nor is a conpany required to seek Board approval or even
to notify the Board before reallocating control wthin the
conpany. !

It is our understanding that LRC is also asking the Interna

Revenue Service (IRS) to issue a ruling as to whether the proposed
owner shi p changes would term nate LRC s coverage under the Railroad
Retirenment Tax Act (RRTA). However, our experience indicates that
the IRS will not provide a quick response to any such inquiry. LRC
has requested expedited handling of its petition. LRC has advised
us that it plans to proceed with this change only if by doing so,

it can termnate its coverage under the RRA and the RUA If the
Board does not hold that LRC s proposed change would termnate its
coverage under the RRA and the RU A LRC may choose to go out of

! The issue is addressed in nenorandum of March 18, 1993,
in response to the Chairman's nmenorandum of February 25, 1993.
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The Board
For two reasons, | recommend that the Board deci de whether LRC
would be a covered enployer wunder its proposal: First, by

responding to LRC s request, the Board would encourage firns to
seek a Board ruling or at least to notify the Board before taking
actions firnms mght believe would result in no coverage. Second,
the Board woul d avoid the possibility of LRC going out of business
even though had the Board considered the request it mght have
deci ded that LRC was no | onger covered.

Cat heri ne C. Cook

At t achment

LRC315. npd
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